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Hungary:
Struggling With
Economic Adjustment

Budapest has addressed its serious hard currency payments problems with
a gradual and measured adjustment program that relies on prudent cuts in
investment and imports while protecting the consumer from a decline in
living standards. The Hungarians have been able to avoid more far-
reaching—and painful—austerity measures by drawing on financial assist-
ance from the West and a special trade relationship with the USSR.
Because Hungary’s new economic reform program at best will not take
hold for a number of years and financing requirements will remain high for
the rest of the 1980s, Budapest needs good relations with both the West
and the USSR if it is to avoid debt rescheduling and a deeper austerity
program.

The adjustment program has yielded a steady but undramatic improve-
ment in the current account position without seriously disrupting the
domestic economy. The investment sector has borne the brunt of domestic
adjustment, with cuts carefully chosen to protect growth potential. Import
cuts have been modest and have not resulted in serious shortages for either
industry or the consumer. The program has not, however, cut deeply
enough into domestic demand or led to enough export growth to permit
Hungary to put its financial problems behind it. Moreover, even though
overall private consumption levels have been maintained, many workers,
especially in heavy industry, have suffered a decline in living standards.

A major disappointment for the Hungarians has been their inability since

1980—despite devaluations and other export incentives—to increase hard

currency earnings. Hard currency export receipts have stagnated because

of unfavorable trends in world prices, Western recession, and continuing

problems with the competitiveness of Hungarian products. A sharp drop

would have occurred without Budapest’s successful efforts to:

¢ Reexport to the developed West OPEC oil purchased on barter terms.

¢ Take advantage of its special trade relationship with Moscow to expand
hard currency exports to the Soviet Union.

» Boost sales to LDC markets of machinery and other products that do not
meet Western standards through better marketing strategies and easier
credit arrangements.

Budapest has expanded its sources of funds by joining the IMF and World
Bank and by capitalizing on its reputation for good economic management
to obtain substantial new lending from Western creditors. While bankers
remain reluctant to increase lending to most East European countries,
Budapest has been able to obtain substantial new credits that helped meet
1983 and 1984 financing requirements.
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In contrast to the other East Europeans, the Hungarians realize that the
long-run solution to their problems is economic reform aimed at improving
economic efficiency, product quality, and export competitiveness. The
Hungarians are committed to additional reform measures during the next
three or four years—in the areas of price and wage determination;
industrial organization; enterprise management; and taxation, credit, and
banking policies. They are likely to move cautiously, however, because of
the inevitable conflict between the short-term need to solve balance-of-
payments problems and long-term decentralization. Budapest also is
sensitive to the fears and uncertainties that reform promises to bring in
terms of inflation, unemployment, and entrepreneurial risk. These reforms,
therefore, will be introduced gradually and are unlikely to have a
significant impact on performance for at least five years.

For the next few years, therefore, Budapest will have to continue to cut in-

vestment and hold down living standards in order to meet its demanding

debt servicing schedule. During this period, Hungary:

e Will remain heavily dependent on Western credits.

e Will be extremely vulnerable to trends in Western markets, world price
and energy developments, and the level of international interest rates.

e Will remain dependent on Soviet generosity at a time when Moscow is in-
sisting on tougher trade terms and better quality exports from all the
East European countries—including Hungary.

Because Budapest requires accommodation with both East and West for its
economic well-being, it will continue to walk a tightrope in its conduct of
foreign policy. The Hungarians, anxious to protect their ties with the West
from the chillier East-West climate, will try to encourage dialogue and
ease tensions between the superpowers, and will attempt to maintain an
active schedule of high-level visits with Western leaders and to improve
relations with Western bankers and international financial institutions.
They also will try to oblige the West on many foreign affairs issues when
they believe they can do so without incurring Soviet wrath.

But the West cannot expect too much from Hungary in the way of direct
defiance of strongly stated Soviet wishes. The Hungarian leadership not
only sees Hungary as a loyal member of the Warsaw Pact, with concomi-
tant responsibilities, but also fears losing Moscow’s economic subsidies and
tolerance of their reform program. Consequently, the Hungarians will
respond to Soviet concern about their policies by toning down their rhetoric
and by sharply limiting any new initiatives with the West. And, when the
Soviets insist on a particular Hungarian action—such as joining the Soviet-
led Olympic boycott—Budapest will comply.

25X1
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Table 1 Hard currency in million US $
Hungary: Selected Financial Indicators, 1971-78
1971 1972 1973 1974 1975 1976 1977 1978
Trade balance —197 -2 174 -—506 —416 —426 —619 —1,183
Exports 912 1,157 1,754 2,378 2,305 2,490 2,891 3,160
Imports 1,109 1,159 1,580 2,884 2,721 2,916 3,510 4,343
Current account —215 —158 161 —535 —441 —239 —1751 —1,242
balance :
Gross debt 1,071 1,392 1,442 2,129 3,135 4,049 5,024 7,290
Source: National Bank of Hungary and CIA estimates. Trade data
are on a customs basis.
25X1
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Hungary:
Struggling With
Economic Adjustment

Introduction

The Hungarians, in our opinion, deserve their reputa-
tion as the most skillful economic and financial
managers in Eastern Europe. Having anticipated the
potential for trouble in the late 1970s, they began
then to implement policies to try to stem the deterio-
ration in their external trade and financial accounts.
Hungary’s balance-of-payments problems nonetheless
intensified in 1981 as a result of a liquidity crisis
precipitated by a pullback in bank lending to Eastern
Europe, recession in the West, and Soviet oil cut-
backs.‘

Hungary succeeded in staying afloat by tapping sup-
port and credits from Western central and commer-
cial banks and by joining the International Monetary
Fund. But the liquidity crunch necessitated prolong-
ing domestic austerity and foreign trade adjustments
while it also motivated Budapest to push ahead with
reforms.! Although Hungary’s financial problems are
less serious than those of many LDC and East
European debtors, Budapest’s strategy in resolving
them has far-reaching implications for the country’s
future political and economic stability, as well as its
relations with the Soviet Union and the West

This paper examines shifts in Hungarian policies and
assesses where the burden of adjustment has fallen so
far, the role of economic reform in the adjustment

process, and the outlook for Budapest’s policies and
performance over the medium term.

Background

Hungary has lived with the problem of payments
deficits for more than a decade. Expansionary domes-
tic policies and unfavorable developments in world
markets in the 1970s resulted in widening trade
deficits, which Budapest financed by turning to readi-
ly available hard currency credits. Periodic back-
tracking on the economic reform program only made

matters worse. The government attempted to shield
both consumers and producers from inflation by
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increasing subsidies, while it failed to provide suffi-
cient incentives for exports. Consumption and invest-
ment grew excessively in their sheltered environment,
drawing imports into the economy at a faster rate
than exports could be generated. The result was a
widening of the trade deficit from $197 million in
1971 to $506 million in 1974 and $1.2 billion in 1978.
Over the same period, hard currency debt rose from

$1.1 billion to $7.3 billion (see table 1 and figure 1).

By 1978, Hungarian policymakers realized that major
policy changes were needed to avert financial disaster.
The regime consequently shifted priorities from rapid
growth to improving its balance-of-payments position,
largely by boosting exports. The Hungarians also

25X1
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Investment Hungarian Style

Investment decisionmaking and financing are more
complex and decentralized in Hungary than in the
other East European economies, making it more
difficult for Budapest to accomplish stabilization
goals. The socialist sector is responsible for the bulk
of investment (86 percent in 1983), divided roughly
equally between central and local governments, on
the one hand, and enterprises and cooperatives on the
other. State investment concentrates on major indus-
trial projects such as steel and aluminum plants,
infrastructure, and raw material and energy sources
and also provides funding to local authorities for
highway and hospital construction. As part of the
economic reform, firms have been given authority to
invest on their own for such purposes as expanding or
modernizing plants and importing machinery. Enter-
prise investment is funded by a combination of the
firms’ own resources (retained profits), state invest-
ment grants, and National Bank credits.z

Central authorities wield a variety of economic in-
struments to help ensure that the volume and direc-
tion of investment decisions of individual enterprises
are consistent with the country’s macroeconomic ob-
Jectives. The most important control mechanism is
credit policy because enterprises rely on bank loans
to finance over 20 percent of their total investment.
The government also fine-tunes an array of ‘‘econom-
ic regulators” (mainly taxes and subsidies) to influ-
ence enterprise policies on wages, prices, depreciation,
use of reserve and development funds, and other
variables that affect enterprise liquidity and the level
of investment. In 1984, for example, the regulators
have called for a 10-percent increase in the social
security contribution employers must pay per worker,
continuation of a partial freeze on use of development
Jfunds, and more flexible amortization laws.

Under the Hungarian reform, enterprises divide their
aftertax profits among three funds:

o The Reserve Fund. Enterprises must place a speci-
fied proportion (20 percent in recent years) of profits
in this compulsory fund until a certain minimum is
reached. In theory, the fund provides a protective
shield against market shocks and cycles and can
also be used under stringent guidelines to cover
shortfalls in the other funds.

* The Development Fund. Remaining profits are di-
vided between the development and the sharing
Sunds. The development fund also receives a portion
of the enterprise’s depreciation allowances on fixed
capital, state investment support, and transfers of
JSunds from other enterprises. It is meant to be the
main source of enterprise investment funding.

» The Sharing Fund. This money has no bearing on
investment, but is used to supplement wage pay-
ments to employees.|

The government has been unable in recent years to
cut investment as much as it would like, in large part
because it has been lax in enforcing constraints on the
enterprises’ use of vari ticularly the
reserve fund. enterprises view
the reserve fund as insulation against the govern-
ment’s financial and economic policies. To limit such
use of the funds, Budapest this year eliminated
compulsory enterprise contributions to reserve funds,
but so far has apparently stopped short of imposing
new controls on drawdowns.‘
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Despite reforms, Hungarian investment strategy still
suffers from a number of problems endemic to cen-
trally planned economies:

e A large backlog of unfinished construction projects
is tying up substantial resources. While admitting
that many of these investments should have been
delayed or not begun at all, policymakers and
bankers are reluctant to cancel them and thus incur
permanent loss of the sunk capital.

e Budapest has also failed in its attempts to scale
down excessive inventories, which strain already

limited resources!

| inventory buildup
continued through 1983 and the share of net mate-
rial product used for increases in inventories grew
from 2.6 percent in 1980 to 5.3 percent in 1983.
Stockpiling consists partly of hoarding by enter-
prises of raw materials and semimanufactured in-
puts in anticipation of import cutbacks and price
increases, and partly of finished but unsold prod-
ucts. Rigidities in prices and production, as well as
inadequate interest charges on inventories, reduce
the willingness—and sometimes the ability—of
firms to cut output or lower prices to market
equilibrium levels.

Many enterprises have not altered their decision-
making processes to respond better to priorities set
in Budapest because interest rates and the cost of
labor are still too low and because managers lack
sufficient entrepreneurial training. Moreover, the
flow of capital among enterprises is extremely
limited and large amounts of capital often lie idle
when they could be used by other prospering firms.

Secret

decided to place the burden of domestic adjustment
on investment through more restrictive domestic cred-
it policies, thus permitting living standards simply to
level off rather than erode. At the same time, they
revived the reform program in an effort to enhance
economic efficiency and export competitiveness by
reducing price distortions, misallocation of resources,
and poor enterprise management. ‘

25X1

Domestic Adjustment Policies

Investment Curbs. Budapest in the last five years has
concentrated most of its domestic stabilization efforts
on the investment sector. Official data show that gross
fixed investment in real terms tapered off in 1978-79
and declined each year from 1980 to 1983 at an
average annual rate of 4 percent, as compared with an
average annual growth rate of 7 percent from 1971 to
1977. By yearend 1983 the volume of investment was
15 percent lower than in 1978, and this year’s plan
calls for a further cut of almost 8 percent (see table 2).
The share of investment (including stockbuilding) in
gross domestic product, meanwhile, fell from 41
percent in 1978 to roughly 26 percent in 1983, while
the percentage of state budgetary expenditures going

to investment plunged from 20 to 11 percent. S 25)(1

25X1
25X1

Government efforts to depress investment activity
have been complicated by an inability to curb the
drive to invest at the enterprise level (see inset,
“Investment Hungarian Style”). In Hungary’s quasi-
decentralized system, the central government controls
and manages only about half of total investment—
mainly large projects and infrastructure—and relies
on a complicated set of credit, monetary, and tax
policies to influence indirectly the volume and direc-
tion of enterprise investment. From 1979 to 1981,
enterprises exceeded the government’s investment
guidelines by finding loopholes in the tighter credit
controls, drawing on unexpectedly high profits, and,
in some cases, misusing depreciation and reserve
funds as sources of investment. The aggressiveness of

25X1
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Table 2
Hungary: Domestic Economic Indicators, 1977-83

Percent change

1977 1978 1979 1980 1981 1982 1983
Western accounting concepts
Real gross national product 6.3 24 0.3 1.0 —0.1 1.5 —0.5
Industrial production 4.6 3.6 1.0 —-1.3 —0.9 0.3 0.7
Agricultural and forestry 13.0 —0.8 —2.8 6.0 —0.6 5.6 —2.7
production
Rest of the economy a 4.1 34 1.3 0.3 0.8 0.3 —-0.2
Socialist accounting concepts
National income utilized
Real gross fixed investment b 13.0 49 1.0 —5.8 =51 —2.2 —33
Real private consumption 4.1 3.3 1.9 0.6 26 . 1.3 0.3
Real disposable income 5.6 3.6 —04 0.2 37 0.8 0.6
Nominal wages in the Socialist sector 7.8 7.8 7.0 7.4 6.5 6.3 4.5
Nominal income in the private sector  Na NA NA NA NA 15.8 26.8
Consumer price index 39 4.6 8.9 9.1 4.6 6.9 7.3

a Includes water management, construction, transport, communica-
tions, trade, housing, communal services, finance, government
administration, health, education, welfare, scientific research, and
military personnel.

b Includes private-sector investment.

enterprises forced the government to shelve some of
its own projects and to cut back drastically on housing
and hospital construction in order to keep overall
investment near the planned level. In 1982-83 the
authorities imposed additional stiff controls on enter-
prise investment, including a partial freeze on the
drawing down of profit funds and sharply higher
requirements for loan downpayments. As a result,
enterprise investment declined 3 percent in the first
seven months of this year, compared with the same
period last year. The problem this year has shifted to
above-plan investment by the central government,
which is trying to catch up on earlier delayed projects.

Hungarian planners have sought to limit the long-
term damage from lower investment levels by using
credit and administrative controls to channel the bulk
of both new domestic resources and incoming foreign

Secret

capital away from inefficient and unprofitable activi-
ties, such as heavy industry projects, and into energy
conservation, infrastructure, modernization, and ex-
port promotion. A large chunk of state resources—
including $200 million in World Bank funding ob-
tained in 1983 and 1984—is being used for major
industrial renovation to substitute gas for oil use,
increase and upgrade the quality of domestic coal
production, expand domestic gas production, and
complete the Paks nuclear power station. To better
meet world market standards, the Hungarians are
also trying to upgrade their agricultural products by
expanding grain storage capacity, introducing more
mechanization, and improving packaging and food-
processing techniques. At the same time, Budapest is
using differential credit policies to encourage enter-
prises to expand the volume and improve the quality
of their exports.
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Consumer Policies. The Kadar regime faces a diffi-
cult challenge when formulating consumption policies
because its popular support and political legitimacy
depend on living up to a social contract based on
steadily improving living standards for the population.
While recognizing that consumption could not contin-
ue to grow at the comfortable levels of the early and
middle 1970s, Budapest has consistently pledged at
least to maintain living standards and has described
this goal as second only to improving the balance of
payments. Upholding its promise, the regime has not

only kept real private consumption from declining, but
also has allowed it to grow at an average annual rate
of 1 percent since 1979. Official data show that real
disposable income also registered very modest growth
between 1979 and 1983 (see figure 2). It has held

25X1

steady in the first half of this yearJ
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Figure 2
Hungary: Selected Consumption
Data, 1977-84-
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Budapest has slowed real wage and income growth
mainly by imposing a series of consumer price in-
creases and, to a lesser extent, by regulating wages. In
mid-1979, Budapest passed the most significant con-
sumer price hikes in 20 years, with the largest in-
creases—as high as 50 percent—applied to bread,
household energy, and luxury consumer goods. It
raised prices again in 1982—to try to counter the
effects of an unexpected surge in private-sector in-
comes; in mid-1983—in the aftermath of poor harvest
results; and in early 1984—as part of its drive to
reduce consumer subsidies and safeguard food ex-
ports. Annual consumer price inflation has generally
ranged between 7 and 9 percent during this period,
according to official statistics and probably is at least
several percentage points higher in reality. The Kadar
regime often has tried to mollify the people by
explaining that these increases are necessary in order
to avoid the supply shortages that plague some other
East European countries.’

Secret

Why should I be the only belt n'ghtener?|:|

Although Budapest managed to avoid an erosion in
overall private consumption levels through 1983, the
leadership is concerned that state industrial workers
have suffered disproportionately from the austerity
program. Official Hungarian data show that from
1982 through mid-1984 the real purchasing power of
a worker who derives his livelihood strictly from a
wage or salary has steadily declined. In 1983, for
example, the 4.5-percent rise in wages in the socialist
sector lagged the 7.3-percent inflation rate, while
labor income from private economic activities—the
second economy and agriculture—soared by 27 per-
cent the disparity has
widened further in the first part of this year. Workers
in heavy industry are particularly hurt because gov-
ernment rules permitting the leasing of work facilities
and equipment to moonlighting workers tend to bene-
fit workers in light industry and the services sector;
workers in foundries or power plants have much less
opportunity to supplement their incomes

Although the regime has tried to protect the consum-

er, ‘industrial workers and
trade union leaders have opposed austerity measures.

‘ ‘trade union
officials tried in vain to dissuade the regime from
increasing the price of basic foodstuffs in September
1983, reportedly warning of violent worker reaction.
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But we're not in the same weight cIass!|:| 25X1
Moreover, in a blunt public appeal last fall that may

have ultimately cost him his job, Sandor Gaspar— A suia : - . .

then Director of the National Trade Union Council Index of growthz 25X1

(SZOT)—acknowledged to a trade union meeting that

the lives of many families had become more difficult

as a result of excessive retail price increases by the Foreign Trade Strategy

government. In noting complaints from the rank and  Determined that they would not follow Poland, Ro-

file that the union leaders do not satisfactorily repre- mania, and Yugoslavia down the road to debt re-

sent their views, Gaspar also indirectly accused the scheduling, the Hungarians have taken a variety of

party of stifling the union movement by not giving it  steps to improve export performance and curtail im-

enough independence and by forcing union leaders to  ports. Through heavy emphasis on export promotion,

endorse unpopular policies (see cartoons).:| Budapest achieved a substantial jump in hard curren- 25X1
cy exports in 1979-80 but since then has been able to }

Slowdown in Domestic Growth. The price of adjusting do little better than hold to that level. At the same

to external financial constraints has been a more time, it has been unwilling to accept the severe

severe slowdown in economic growth than the leader- austerity that would have resulted from draconian

ship bargained for. Except for the very modest growth import cuts. Instead, the Hungarians allowed hard

in the good agricultural years of 1980 and 1982, GNP  currency imports to grow by 16 percent in 1979-80

has stagnated or declined since 1978—a marked and only thereafter began to prune them gradually
contrast to the 3-percent average annual growth and carefully. While managing to achieve a small
shown in the 1971-78 period. hard currency surplus in recent years, the Hungarian 25X1

| Government has relied heavily on the skills of its 25X1

\ 'We estimate that industrial bankers to arrange financing to meet its debt servic- 25X1
production stagnated from 1979 to 1983, reflecting ing needs (see figure 3).‘ 25X1
reduced availability of imported capital equipment
and raw materials and soft investment demand.z 25X1

7 Secret
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Table 3

Hungary: Hard Currency Trade by Region, 1978-83

Million US 3

1978 1979 1980 1981 1982 1983
Total hard currency &
Exports 3,160 4,255 4,924 4,890 4,997 5,015
Imports 4,343 4,627 5,025 4,973 4,536 4,478
Balance —1,183 —372 —101 —83 461 537
Developed West
Exports 1,963 2,699 3,124 2,639 2,659 2,899
Imports 3,205 3,388 3,775 3,687 3,236 2,936
Balance —1,242 —689 —651 —1,048 —577 -37
Socialist ®
Exports 679 894 1,046 1,237 1,197 1,010
Imports 512 584 471 530 392 423
Balance 167 310 575 707 805 587
LDCs
Exports 517 660 752 1,012 1,139 1,106
Imports 626 655 779 756 908 1,119
Balance —109 5 -27 256 231 -13

2 Totals may not add because of rounding.

b Includes Albania, Bulgaria, China, Cuba, Czechoslovakia,

East Germany, Korea, Laos, Mongolia, Poland, Romania, USSR,
Vietnam, and Yugoslavia.

Source: CIA estimates based on data from Hungarian statistical
books, on a customs basis

Export Incentives. The export sector has benefited
from preferential treatment throughout the adjust-
ment period. Since the late 1970s the government has
" financed the full cost of approved enterprise projects
devoted to export production—compared with only
about 70 percent of other investments—and has re-
bated one-third of all interest charges to enterprises
that meet export commitments. It offered further
incentives in 1982 and 1983, such as exempting
outstanding export loans from interest rate hikes.
Credit guidelines for 1984 continue to favor invest-
ment projects with demonstrated potential for increas-
ing hard currency earnings. ‘

Budapest also has adopted a more flexible exchange
rate policy. ‘it devalued the
forint against the dollar by 11 percent during the

Secret

second half of 1982 and by 14 percent in 1983.E

‘thc real effective exchange rate

for the forint (against the basket of convertible cur-
rencies to which it is pegged) depreciated by 8 percent
between June 1982 and September 1983. The forint
was further devalued twice in the first half of 1984 for

a total of 8 percent (nominal terms).

Other regime moves to help exports include:

* Continuing the decentralization of the foreign trade
network by allowing more firms to trade directly
rather than through foreign trade organizations; for
example, by March 1984, 226 firms had exporting
rights. This number is to be expanded in 1984-85.
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Figure 3
Hungary: Hard Currency Trade,
1971-83
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¢ Granting permission for large exporting indus-
tries—the leather glove industry, for example—to
set their own foreign trade prices in order to com-
pete better in Western markets.

» Liberalizing joint-venture regulations in order to
attract Western technology.b
Mixed Export Performance. Despite these policies,
official trade statistics reveal that the Hungarian
drive to expand exports to hard currency markets has
faltered in recent years (see table 3). Following a surge
of 56 percent between 1978 and 1980, the value of
hard currency exports actually fell slightly in 1981,
grew only 2 percent in 1982, and stagnated in 1983.
Preliminary figures for the first seven months of this

year show export earnings running 3 percent below
the same period last year{

Budapest’s recent poor showing is mainly due to a
7-percent decline in sales to the developed West since
1980. The Hungarians largely blame—and with some
justification—forces beyond their control such as

Table 4

Hungary: Value, Volume, and
Price of Hard Currency
Exports, 1978-83

over previous year

1978 1979 1980 1981 1982 1983

Value 9 35 16 -1 2 0

Energy products 38 56 23 —4 51 43
Raw materials 8 46 14 -12 -7 6
Machinery and 15 39 7 8 25 —15
equipment
Consumer durables 15 20 11 -6 —-12 -2
Food products 2 25 24 14 0 —10
Volume 2 16 2 2 11 11
Energy products 20 9 -9 -15 1 59
Raw materials -1 15 1 -5 0 15
Machinery and 5 27 -2 11 30 —10
equipment
Consumer durables 5 9 -2 -3 -6
Food products -2 12 -8 12 11 3
Price 8 16 13 -2 -8 -9
Energy products 15 43 35 13 —-12 -9
Raw materials 9 26 13 -7 -7 -9
Machinery and 9 9 9 -3 -4 -6
equipment
Consumer durables 10 10 13 -3 -6 -8
Food products 4 11 14 2 —10 —12

Source: Hungarian statistical books

Western recession, growing protectionism in Western
markets, and a serious domestic drought in 1983.
They especially single out EC import restrictions on
agricultural and industrial products. Foreign Trade
Minister Peter Veress also recently claimed that
NATO restrictions on technology sales are hurting
attempts to update the country’s product profile.
Finally, the Hungarians point to falling world prices
for their food products and raw materials, which
account for over 60 percent of convertible currency
sales ? (see table 4).\

2 For example, the volume of Hungarian exports of food increased
11 percent in 1982 and 3 percent in 1983, but the value of these
sales leveled off in 1982 and fell 10 percent last year.I:|
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Table 5 MillionUS § Table 6 Million US $
Hungary: Hard Currency Trade, Hungary: Hard Currency Trade by

1978-83 Commodity Group, 1978-83

1978 1979 1980 1981 1982 1983

Energy products

Balance —158 —140 42 105 27 85
Exports 176 275 339 326 493 707
Imports 334 415 297 221 466 622

Nonenergy

products

Balance —1,025 —232 —143 —188 434 452
Exports 2,984 3980 4,585 4,564 4,504 4,308
Imports 4,009 4,212 4,728 4,752 4,070 3,856

Source: Data from Hungarian statistical books, on a customs basis

At the same time, the Hungarians admit that many of
their exports still suffer from weaknesses endemic to
East European products

1978 1979 1980 1981 1982 1983

Exports 2 3,160 4,255 4,924 4,890 4,997 5,015
Energy products 176 275 339 326 493 707
Raw materials 1,127 1,640 1,863 1,643 1,528 1,614

Machinery and equip- 369 513 550 593 744 632
ment

Consumer durables 571 684 758 714 625 615

Food and agricultural 917 1,142 1,413 1,614 1,608 1,447
products

Imports @ 4,343 4,627 5,025 4,973 4,536 4,478
Energy products 334 415 297 221 466 622
Raw materials 2,432 2,638 3,092 3,008 2,613 2,462

Machinery and equip- 710 697 643 671 631 506
ment

Consumer durables 269 279 327 396 352 347

Food and agricultural 598 598 667 676 474 541
products

a Totals may not add because of rounding.

Source: Data from Hungarian statistical books, on a customs basis

export problems

result from inefficient production methods and poor
quality.| ‘Hungarian industry uses
approximately 20 to 30 percent more materials and
energy than its Western counterparts to produce a
unit of output and that labor productivity is only one-
half or one-third of that in the West. In addition, food
products—including wine, honey, and paprika—are
criticized in the West for poor processing, packaging,
and shipping procedures.

Hungary’s export earnings from the developed West
would have declined even more dramatically if Buda-
pest had not begun to import sizable quantities of oil
from the Middle East on favorable terms, and, in
turn, to reexport the oil to the developed West for
hard currency. While Hungary’s nonenergy hard cur-
rency export earnings declined moderately in both
1982 and 1983, energy earnings surged by 51 percent
in 1982 and by 43 percent last year * (see tables 5 and

? We believe, based on a variety of

sources, that the oil sales are
virtually all to the developed West{:|

Secret

6). The value of these energy sales almost tripled from
$275 million in 1979 (6 percent of hard currency
exports) to $707 million in 1983 (14 percent of hard
currency exports) (see figures 4 and 5).

All but a small percentage of these sales consist of
reexports of petroleum, some of which is directly
transshipped for sale as crude oil and the rest refined
in Hungary and sold as products, mainly to Western
Europe. The main source of the oil is the Middle East;
official trade data show that in 1982 Budapest bought
roughly as much Soviet oil as in 1981, but sharply
increased oil imports from Iran and bought oil from
Libya for the first time. Crude oil imports increased
again in 1983, and preliminary data indicate that the
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Figure 4
Hungary: Hard Currency Exports by Commodity Group,
1979 and 1983

Percent
1979 1983

Raw materials-32.0
Consumer durables-12.0
Machinery and
equipment-13.0
Energy-14.0
Food and agricultural
products-29.0

Raw materials-39.0
Energy-6.0
Machinery and
equipment-12.0
Consumer durables-16.0
Food and agricultural
products-27.0

| 25X1
304234 (C00624) 11-84
Figure 5
Hungary: Hard Currency Imports by Commodity Group,
1979 and 1983
1979 1983
Raw materials-57.0 Raw materials-55.0,
Consumer durables-6.0 Consumer durables-8.0
Energy-9.0 Machi.nery and
Food and agricultural equipment-11.0
products-13.0 Food and agricultural
Machinery and products-12.0
equipment-15.0 Energy-14.0
25X1

304235 (C00623) 11-84
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Figure 6
Hungary: Regional Breakdown of Hard Currency Exports,
1979 and 1983

1979 1983

Developed West-63.0
LDCs-16.0
Socialist-21.0

Developed West-58.0
Socialist-20.0
LDCs-22.0

25X1
304236 (C00625) 11-84
Figure 7
Hungary: Regional Breakdown of Hard Currency Imports,
1979 and 1983
1979 1983
Developed West-73.0 Developed West-66.0
Socialist-13.0 Socialist-9.0
LDCs-14.0 LDCs-25.0
25X1
304237 (C00622) 1184
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We deal with the developing countries because it feels good to have
someone owe us for a change. Right?

increase once more came from Libya, with possibly
small amounts from Iraq, Kuwait, and Mexico. At
least part of this oil trade involves either barter
arrangements—with very favorable terms for Hunga-
ry—or other attractive financing. ‘

In part to support these oil purchases, Hungary has
pushed exports to the LDCs, which climbed by two-
thirds during 1980-83. This trade raised the LDC
share of Hungarian hard currency exports from 15
percent in 1979 to 22 percent in 1983, mainly at the
expense of the developed West’s share (see figures 6
and 7). The Hungarians have had good success in
boosting exports of machinery and transportation
equipment and probably have been able to peddle

some exports that have fared poorly in developed
Western markets. ﬂ

CIA-RDP85S00316R000300100009-9
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. Budapest also substantially improved its hard curren-
cy trade picture by boosting hard currency exports to
the USSR (see inset, “Soviet-Hungarian Hard Cur-
rency Trade” and table 7). In 1979-81, these ex-
ports—almost all agricultural goods, especially
meat—increased by almost 70 percent. In 1982,
without the surplus with the USSR, Hungary’s over-
all hard currency trade would have remained in
deficit instead of moving into a $461 million surplus.
In 1983 the hard currency surplus with the USSR fell
but still accounted for all but $100 million of Hunga-
ry’s overall $537 million hard currency surplus. At the
same time, since Budapest has been running large
deficits in ruble trade with the USSR, the Soviets are
in effect making large dollar payments for their hard
currency deficit with Hungary while receiving only

clearing account credits for ruble surpluses. 25X1

| Moscow— 25X1

facing its own economic problems—is pressing Buda-

pest to bring both hard currency and ruble trade into 25X1

balance. \ \ 25X1

the Soviets were reducing purchases of meat for 25X1

hard currency because the Hungarians were cuttin

hard currency imports of Soviet oil. 25X1
| the 25X1

Soviets had threatened to halt shipments of raw

materials and to stop purchases of meat for dollars 25X1

because Hungary was not fulfilling its trade agree-

ments with CEMA. Hungary’s trade statistics lend

some support to these claims because the value of both

Hungary’s hard currency trade surplus with the

USSR and its ruble trade deficit declined sharply in

1983.‘ udapest 25X1

projects a further reduction in its ruble trade deficit

this year.| 25X1

Imports: Policies and Trends. Since the 1979-80 25X1

export drive faltered, the regime has placed the 25X1

burden of adjustment in the hard currency trade
account on imports. Budapest has followed a gradual
and measured approach that first slowed the growth
of imports and then actually cut imports only after the
payments position worsened. While energy imports
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Soviet-Hungarian Hard Currency Trade

Hungary is unique among East European countries in
that it uses hard currency in roughly 20 percent of its
trade with Socialist countries. It has consistently
earned a surplus in these special trade transactions.
This trade—primarily conducted with the Soviet
Union—Ilargely originated in 1974 when the EC
imposed tight restrictions on imports of beef and
cattle at a time when Hungary was investing heavily
in expanding meat production capacity to increase
sales to West European markets. The Soviets agreed
to buy Hungarian meat for hard currency—providing
Hungary a market for its increased production and
permitting the USSR to raise its low level of per
capita meat consumption. Even though Moscow pays
world prices, it saves on transportation costs because
of Hungary’s proximity and on hard currency value-
added costs because the sales are primarily of
slaughter animals and raw meat processed in a Soviet
plant near the Hungarian border. For their part, the
Hungarians incur some hard currency costs—mainly
imports of Western feed and meats—to produce the
exports for the Soviet market, but they almost cer-
tainly benefit more than the USSR from the trade
because of the losses they would suffer if they had to
divert sales to saturated and quality-sensitive West-
ern markets.‘

Livestock and meat sales continue to account for the
bulk of Hungary's dollar exports to the USSR, but
other hard currency sales contracts have been con-
cluded for grain, textiles, wine, and dairy products.
Although the Hungarians do not publish CEM A hard
currency trade by either country or commodity, we
estimate that about three-fifths of total agricultural
sales to the USSR are for dollars. The Hungarians,
in turn, have bought Soviet oil for dollars to supple-
ment their normal allocation of saoft currency pur-
chases. ‘

Soviet-Hungarian hard currency trade dramatically
shifted in Budapest’s favor in the late 1970s. The
Hungarians in 1979-81, in an effort to alleviate their
balance-of-payments problems with the West, rapidly

expanded dollar sales of meat and grain to the USSR
while cutting dollar purchases of Soviet oil. Hunga-
ry’s hard currency surplus with the USSR conse-
quently jumped from an estimated annual average of
8123 million in 1976-78 to $422 million in 1980 and
8532 million in 1981. The Soviets, at that time in a
strong hard currency balance-of-payments position,
may have encouraged this shift because they needed
to supplement domestic meat supplies in the wake of
poor harvests and declining meat production. The
Hungarians also benefited from the decision by the
USSR to allow its East European partners to run
ruble deficits to cushion the effect of rising prices for
Soviet oil on the ruble account. Hungary's ruble
trade deficit with the Soviet Union soared from an
estimated $101 million in 1977 to $852 million in
1980. In 1978-83 these cumulative ruble trade defi-
cits amounted to an estimated $3.2 billion, with
presumably only about half of this amount offset by

net services payments to the USSRJ

The Soviets in recent years, however, have become
increasingly dissatisfied with the lopsided trade ar-
rangement where they earn clearing account balances
for sales to Hungary of oil and other desirable goods
and pay hard currency for purchases of agricultural
goods. The Soviets also are less sanguine about their
own hard currency prospects and are less inclined to
grant preferential economic treatment to Eastern
Europe. Moscow consequently has insisted that the
Hungarians cut back their annual ruble deficits and
has apparently reduced the volume of its dollar
purchases from Hungary since 1982. The Soviets
have reduced their dollar purchases gradually, how-
ever, because of their continuing need for meat and
their probable reluctance to deal a sharp blow to the
Hungarian economy. Moscow also has pressured
Budapest to move some dollar sales into the ruble
category, but the Hungarians so far have apparently
resisted, probably pointing to their financial need and
the hard currency import costs embodied in the sales.

]
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Table 7

Hungarian-Soviet Trade, 1976-83

Million current US $

1976 1977 1978 1979 1980 1981 1982 1983 2
Hard currency trade b
Exports 279 289 243 410 554 685 651 498
Imports 174 191 220 244 132 153 75 60
Balance 105 98 23 166 422 532 576 438
Ruble trade ¢ .
Exports 1,902 2,386 2,815 3,185 3,548 4,061 4,522 5,033 |
Imports 2,045 2,487 3,316 3,926 4,400 4,493 4,955 5,281 |
Balance —143 —101 —501 —1741 —852 —432 —433 —248 !

a Preliminary.

b Assumed to equal 75 percent of Hungarian hard currency exports
to and imports from Socialist countries other than China and
Yugoslavia.

< Forints, converted into rubles, converted into dollars.

Source: CIA estimates based on data in Hungarian statistical
books, on a customs basis

grew rapidly, import restrictions cut back the value of
nonenergy imports by 14 percent in 1982 and by 5
percent last year (see table 8). Reflecting the decline
in investment activity, the deepest cuts in real terms
have been made in imports of capital goods and
equipment. In 1983 the volume of these imports stood
at 85 percent of their 1981 level and only 69 percent
of their 1978 level. In contrast, the 1983 volume of
imported industrial consumer goods matched the
1981 level and exceeded the 1978 level by 27 percent,
illustrating the regime’s reluctance to burden the
population.

When the balance-of-payments situation worsened in
1982, Budapest turned increasingly to new adminis-
trative controls on imports. Temporary quotas on a
wide range of industrial and agricultural raw materi-
als were established, and a 20-percent surcharge was
imposed on imports of components and spare parts. At
the same time, the government required its approval
for all applications for import licenses. Since 1983,
Budapest has gradually been removing these restric-
tions‘ It has lifted most

15

25X1

quotas on raw material imports, eliminated the sur-
charge on components and spare parts, and has

reestablished the automatic licensing system that was
in force prior to September 1982. b 25X1
At the same time, Budapest has encouraged import

substitution in order to cut back permanently on the
need for some hard currency imports. We cannot

assess the full impact of import substitution 25X1
25X1
it appears that the Hungarians are trying to 25X1
develop self-sufficiency in areas where they have some 25X1
comparative advantage.® 25X1
$ The following are eiamples of three projects that are completed or
in the final planning stages and that have led to hard currency
savings: (1) the capacity for retreading car tires has been expanded
enough in the last few years to meet domestic demand and save
millions of dollars each year; (2) in 1983 the chemical industry
processed enough additional synthetic materials and products for
the food industry to save imports worth $13 million; and (3) as of
May 1984, scientists reportedly were developing an inexpensive
herbicide in order to reduce dependence on imports from Western
Europc.‘ 25X1
25X1
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Table 8 Percent change
Hungary: Value, Volume, and Price  over previous year
of Hard Currency Imports, 1978-83

1978 1979 1980 1981 1982 1983

Value 24 7 9 -1 -9 -1
Energy products 55 24 -29 —25 111 33
Raw materials 24 9 17 -3 —-13 -6
Machinery and 42 -2 -8 4 =6 —20
equipment
Consumer durables 45 4 17 21 —-11 -1
Food products —8 0 12 1 —30 14

Volume 16 —10 -3 4 -2 6
Energy products 53 —20 —43 -39 127 48
Raw materials 15 —-11 4 3 -8 2
Machinery and 30 —11 —16 8 —2 —13
equipment
Consumer durables 32 —5 6 27 -7 7
Food products —-10 -5 4 7 -17 22

Price 7 18 12 -4 -7 -7
Energy products 1 56 25 22 -7 -9
Raw materials 7 21 12 -5 -6 -1
Maf:hinery and 10 10 9 -3 -4 =7
equipment
Consumer durables 9 9 0o -5 -5 -8
Food products 2 6 8 —5 —15 —6

Source: Hungarian statistical books

Significant Help From the West

The Hungarians’ financial strategy rests on exploiting
their reputation as sound and clever financial manag-
ers. Their aim is to persuade Western commercial
banks and international lending institutions to supply
enough credits to avert debt rescheduling and deeper,
more painful austerity. In early 1982, when the
pullout of over $1 billion in short-term credits by
Western, OPEC, and CEMA banks resulted in a
liquidity crisis, Budapest appealed for help from
Western central banks and the BIS, which extended
$510 million in short-term bridge loans. This show of
official Western support encouraged 15 commercial
banks to arrange a $260 million commercial loan for

‘To

meet payment obligations, the Hungarians were also
forced to draw down their hard currency reserves by

$733 million in 1982 (see table 9),

Despite the unfavorable lending climate for Eastern
Europe in 1983, the Hungarian borrowing campaign

again fared reasonably well.\

|Budapest ob-

tained a $200 million three-year club loan from

Western banks, $239 million in project credits from
the World Bank, a $275 million commercial loan to
cofinance the World Bank projects, and more trade
credits.‘

This year Western lenders are again signaling their
approval of Budapest’s economic performance by

responding enthusiastically to loan requests.

Hungary.
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Janos Fekete, Hungarv'’s ebullient central banker: ‘“We were under
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larger earnings from transit trade, and higher fees
and earnings from professional and technical services
as well as the decline in net interest payments from

$1.1 billion in 1981 to $662 million in 1983.@

The improvement in the current account was accom-
panied by a decline in repayments due on maturing
debt, largely resulting from a $1.6 billion reduction in
short-term debt from 1981 to 1983. As Hungary’s
financing requirement declined from $4.8 billion in
1981 to $3.1 billion in 1983 and it was able to tap
credits from the IMF and BIS, Budapest was able to
reverse the erosion in its reserve position. After
drawdowns of foreign exchange reserves of $1.3 bil-
lion in 1981-82, Budapest built up reserves in 1983 by
$610 million to a level of $1.9 billion, or almost six
months of convertible imports. This strengthening in
its external accounts renewed bankers’ confidence in
Hungary’s creditworthiness and helped avoid resched-

uling and even more painful austerity{

This year Budapest has become increasingly con-

cerned that domestic demand

jeopardizing Hungary’s ability to meet
its external account goals. Private consumption
through July was running slightly above the 1983
level, instead of falling by about 1 percent, and
investment was declining at a slower pace than
planned.

External Adjustment Scorecard

By the end of 1983 Budapest had survived the severe
liquidity crisis of the early 1980s and gained some
improvement in its external financial position (see
table 10). The hard currency trade balance has moved
gradually from a peak deficit of $782 million in 1978
to a surplus of $877 million in 1983,¢ while the hard
currency current account has improved by $1.5 billion
since 1978, registering a surplus of $297 million in
1983. This improvement reflects not only trade devel-
opments but also a strong growth in travel receipts,

¢ The trade figures cited in this section are based on IMF statistics,
on a payments basis. They differ somewhat from figures used for

the trade analysis above which are based on official Hungarian
trade statistics, on a customs basis.
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If these measures are effective, Budapest may come
close to meeting the goal of a $400 million current
account surplus by the end of the year. The Hungar-
ians project that hard currency exports will increase 3
percent this year, despite the disappointing perform-
ance in the first part of the year and an expected 4-
percent weakening in the terms of trade. Moreover,
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Table 9 )
Hungary: Selected Financial Indicators, 1978-83

Hard currency in million US $
(except where noted)

1978 1979 1980 1981 1982 1983 a

Gross debt 7,290 8,140 9,090 8,699 7,715 8,257

Commercial 7,197 8,008 8,790 8,334 6,955 6,947

Government backed 93 132 300 365 525 740

IMF/IBRD/BIS 235 570
Reserves b 2,136 2,230 2,558 2,033 1,300 1,910
Net debt ¢ 5,154 5,910 6,532 6,666 6,415 6,347
Debt service ratio ¢ NA 33.1 30.9 327 33.0 30.7
(percent)
Trade balance —1782 —167 276 445 766 877
Current account balance —1,242 —826 —370 —727 —-92 297
Change in terms of trade 0.9 —-1.2 2.2 -1.1 —-24
(percent)

a Preliminary estimate.

b Includes gold holdings valued at $126 per ounce in 1978 and
$226 per ounce thereafter.

¢ Gross debt minus reserves.

d Repayments of medium- and long-term debt plus interest pay-
ments as a share of current account earnings.

Budapest is confident that a surge in hard currency
imports in early 1984 was a short-term reaction to the
lifting of import restrictions and that imports for the
full year can be reduced 1 percent below the 1983
level. If so, projected improvements in trade and
travel receipts should be enough to offset the higher-
than-anticipated interest rates on outstanding debt.
Budapest is

getting a good reception to its bid for another $250
million loan, which should be signed before the end of
the year. The consequent strengthening in Hungary’s
position might allow a further buildup of hard curren-
cy reserves, which had risen to $2.1 billion by the end
of August

Reform During Adjustment

Unlike the other East European regimes, which do not
appear to have serious plans for remedying their
stagnant economies, Hungary looks to systemic eco-
nomic reform as the path to revitalize growth and

Secret

ensure external equilibrium over the long term. De-

spite the reform’s rocky, stop and start history, the

regime recognizes that in order to move the economy
ahead it must come to grips with the problems of:

* Too many large monopolistic enterprises protected
by vested bureaucratic interests that block or weak-
en incentives to use resources efficiently.

¢ Too many export products that are not competitive
in hard currency markets.

» Labor and capital that are in short supply but are
misallocated to activities with small profits or even
losses.

« Easy availability of bank credit and the lack of
institutions to channel it to uses yielding the highest
returns.

18
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Table 10 Million US §
Hungary: Financing Requirements and Sources,
1980-84
1980 1981 1982 1983 a 1984 b
Financing requirements 4,477 5,004 4,226 3,048 3,358
Current account balance —370 —1727 -92 297 400
Trade balance 276 445 766 877 1,078
Exports 4,863 4,877 4,876 4,848 4,994
Imports 4,587 4,432 4,110 3,970 3,916
Net interest —409 -—1,100 -976 —662 —671
Other net invisibles —237 -72 118 82 -7
Repayment of medium- and long-term debt —811 —826 —894 -—1,216 —1,535
" Repayment of short-term debt —3,172 —3,347 —2,848 —1,764 —2,123
Net credits extended —124 -104 —192 —65 —100
BIS 0 0 —200 —300 0
Financing sources 4,624 4,816 4,310 3,141 3,402
Credits 4,952 4,291 3,577 3,751 3,276
Medium and long term 1,605 1,443 1,068 1,276 1,226
Short term 3,347 2,848 1,764 2,123 1,600
IMF, net 0 0 235 352 450
BIS 0 0 510 0 0
Change in reserves (minus = increase) ¢ —328 525 733 —610 126
Errors and omissions —147 188 —84 —93 —44

a Preliminary.
b Projected.
< Includes changes in gold holdings.

The pace and scope of economic reform during the
adjustment period have been called into question,
however, because of the tension between reform—
with its attendant uncertainty and decentralization—
and the needs of short-run balance-of-payments ad-
justment, which requires the central authorities to be
able to mobilize all resources toward the goal of
improving external performance. High-level party and
government leaders have intensely—and publicly—
debated whether economic stringencies require a more
cautious or bolder approach to reform. The gradual-
ists have emphasized the priority of improving the
external payments position, even at the expense of
temporary backsliding on reform. They argue that

19

many of the proposals at the heart of reform—such as
closing down inefficient factories—are too risky at a

time of increased grumbling over austerity programs.
In contrast, the reformist group in the leadership has
pushed for more rapid change, conceding that it may
be disruptive but claiming that it is the only way to

solve the economy’s serious problems. The most radi-
cal proreform economists have argued for immediate
and drastic measures and have openly criticized the

leadership for excessive caution‘
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Table 11 Million US $
Hungary: Schedule of Debt Service Payments,
1983-89 -
1983 1984 1985 1986 1987 1988 1989
Total 1,969 2,319 2,285 . 2,333 2,466 2,156 1,983
Interest b 753 784 778 754 718 687 678
Amortization 1,216 1,535 1,507 1,579 1,748 1,469 1,305

2 Including payments on projected new borrowings.

b Including interest on short-term debt. Assumed interest rate is
10.5 percent in 1984 and 10 percent afterward, based on average
rates actually paid.

In 1980 and 1981, Hungary neither retreated from
reform nor introduced any far-reaching changes. It
did take several measures to promote enterprise effi-
ciency and modernize the outmoded product profile
(see appendix). We believe that by the end of 1983,
however, the proreform elements had won the debate.
In April 1984, the Communist party central commit-
tee plenum endorsed in principle a comprehensive
package of further reforms to be implemented gradu-
ally over the period 1985-90. The specific measures to
be implemented and their timetable are still being
worked out. The regime began an intensive education
campaign early in the year to prepare the population
for sacrifices in terms of unemployment, inflation, and
a general loss of economic security that the new
measures will rcquire.‘

Outlook

Need for More Austerity and Reform. While Hungar-
ian leaders may now be more united in their commit-
ment to reform, they remain divided on appropriate
macroeconomic policy for the years immediately
ahead. Some officials—such as Party Secretary for
Economics Ferenc Havasi and State Secretary of the
National Planning Office Janos Hoos—appear op-
posed to continued austerity beyond 1984. They argue
that further cuts in investment would hurt moderniza-
tion efforts and weaken export performance and that
private consumption should not be cut to improve the
foreign balance. Other officials—such as planning

Secret

chairman Lajos Faluvegi—contend that external
equilibrium must continue to have priority in 1985-87
over economic growth.

Hungary’s demanding schedule of debt service pay-
ments supports the case for a prolonged period of
domestic austerity if Budapest is to avoid renewed
liquidity problems. Hungary faces a bunching of
maturities on medium- and long-term debt for the
next several years as projected repayment obligations
(interest plus amortization) continue to rise through
1987 and remain at $2 billion annually through 1989
(see table 11). These payments could increase consid-
erably if international interest rates rise or if Hunga-
ry’s financing requirements increase as a result of
negative developments in foreign trade. Even under
fairly optimistic assumptions, however, the debt
service ratio will remain between 30 and 40 percent.

The cuts in investment made so far, in our view, have
not seriously damaged the growth potential of the
economy, and there may well be more room to trim.
Like other East European countries, Hungary histori-
cally has built up a huge fixed capital stock that,
despite its redundancies and outdatedness, is large
enough to keep the economy going through this
transition period. We estimate that in 1982 the
Hungarians were operating at only about 82 percent
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of average industrial utilization rates for the previous
five years, which suggests a substantial increase in
output is possible without expanding existing capaci-
ty

We believe that the regime must be careful, however,
in fine-tuning its future austerity measures for con-
sumers and workers. The leadership so far has been
very attentive to monitoring the degree of confidence
the populace holds in the system and the level of
austerity it will tolerate. Despite their grumbling,
Hungarian workers now show no sign of taking to the
streets. Nevertheless, the strong feeling of some work-
ers—particularly in heavy industry-—that they have
unfairly borne most of the sacrifices means that a
serious miscalculation by the regime could lead to
more widespread popular discontent—and possible
unrest.

In the long run, in our view, only structural reform
can free Hungary from economic stagnation and
persistent balance-of-payments difficulties. Beginning
in 1985 and continuing through the decade, Budapest
plans gradually to implement further changes in the
price and wage systems, introduce worker participa-
tion in enterprise management, decentralize domestic
banking and credit operations, and revamp the per-
sonal income tax and turnover tax systems. If Buda-
pest continues its practice of phasing in reforms slowly
and retaining many safeguards, we believe that the
new reforms may require at least five years before
they have much impact on performance. Experience
also shows that Budapest can backtrack somewhat on
its reform if pressured strongly enough by domestic or
external opposition. For the time being, Budapest
appears to have the go-ahead from the Soviet Union,
but Moscow no doubt is watching to make sure that
nothing too radical is undertaken, particularly in
areas where economic decentralization could lead to a
weakening of the role of the party.

Relations With East and West. Regardless of Buda-
pest’s skill in managing its problems, the Hungarian
economy will remain extremely vulnerable to external
shocks and will continue to depend on support from
both East and West. Its ability to expand hard
currency export earnings, for example, will rest to a
large extent on the strength of Western recovery,
trends in world prices for its export goods, and
Moscow’s willingness to pay hard currency for Buda-
pest’s agricultural exports. Its ability to stay afloat
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financially will depend not only on these factors, but
also on maintaining the confidence of Western banks

governments, and financial institutions.z 25X1

25X1

Moscow probably will continue to toughen its trade
terms by demanding higher quality goods and bal-
anced soft currency trade. In addition, to the extent
that Budapest is able to restore economic growth and
ease its hard currency burden—perhaps largely
through Western credits or preferential treatment—
Moscow will be tempted to demand additional deliver-
ies to repay accumulated ruble debt and to reduce
sharply its hard currency outlays for Hungarian goods
by paying rubles instead of dollars. This could lead to
significant declines in hard currency earnings that |
Budapest might not be able to offset quickly. If |
Moscow does move in this direction, it may do so ‘
slowly out of concern for the negative impact that a
quick, across-the-board change would have on eco-
nomic and political stability in Hungary.

25X1
25X1

In order to gain increased access to foreign markets,
technology, and credits, we expect that the Hungar-
ians will continue to seek improved economic and
political relations with Western governments. To help
provide the environment for improved relations, the
Hungarians, in our view, will continue to try to
encourage dialogue and ease tensions between the
superpowers by joining with other East European
states to try to soften the Soviet line toward East- |
West issues and by opposing any turn inward by i
CEMA. They also will try to maintain an active !
schedule of meetings with Western leaders, as they

have this year with the visits of Prime Ministers :
Thatcher and Craxi and Chancellor Kohl to Buda- :
pest, and Kadar’s recent trip to Paris.

The deterioration in East-West relations in recent
years, however, is forcing Budapest to perform a
delicate balancing act between its desire to improve
relations with the West and its unwillingness to defy
the Soviet Union. Primarily because of its geopolitical
position as well as because of its fear of losing
Moscow’s economic subsidies and tolerance of its
reform program, Budapest has fallen into line after
Soviet pressure on such issues as the Olympic boycott
and the aborted trip by East German leader Honecker
to Bonn. It is likely to bow again to any strongly
stated Soviet wishes.
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Appendix

Recent Reform Measures

Industrial Reorganization

In recent years the government has moved to decen-
tralize and stimulate the economy by reducing verti-
cal hierarchies in management and overcentralization
in industry. Budapest also has legalized many activi-
ties in the private sector to encourage creativity and
entrepreneurship.

Ministry Changes. In January 1981, Budapest
merged the Ministries of Heavy Industry, Light In-
dustry, and Metallurgy and Machine Industry into a
single, less powerful Ministry of Industry in order to
break down bureaucratic links between ministry
chiefs and their client industries and to give enter-
prises greater autonomy. A further merger of the
Ministries of Foreign Trade, Domestic Trade, and
Industry was reportedly being considered as of mid-
1983, the pur-
pose of creating the “superministry” would be to have
the economy directed as far as possible by market
forces and to remove the bureaucratic separation of
production from consumption and foreign trade

Enterprise Decentralization. To promote competition
and make industry more adaptable to changing world
trade conditions, Budapest since 1980 has dismantled
roughly 40 large enterprises and horizontally struc-
tured trusts—primarily in the food and building
materials industries—into over 300 independent small
and medium-sized companies. In an interview follow-
ing the July 1983 breakup of the giant Csepel Iron
and Metal Works, a top Hungarian industry official
said that each of the 13 successor firms will be
required to do its own planning, rationalize resources
and capacity, improve products, and develop markets.
We expect enterprise decentralization along these
lines to continue throughout the decade: a survey
recently conducted by the Hungarian Academy of
Sciences showed that profits and exports of the new
organizations rose faster than in their branch in
general
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Expanded Private Sector. Beginning in 1982 the
regime also has spurred the growth of the private
sector by legitimizing a wide range of activities in the
second economy in areas beyond agriculture and retail
trade. One goal of the small enterprise program is to
ease the burden for the population of the austerity
program by providing an opportunity for supplemen-
tary income and by filling gaps left by the socialized
sector in the supply of many consumer goods and
services. Another objective is to enable the govern-
ment to better monitor and tax the vast volume of
economic activity that exists outside the mainstream
of Hungarian life. Although most private entrepre-
neurs to date are providing only domestic (nonexport-
able) services and still operate on a fairly small scale,
we believe that some of the more successful ventures
could potentially become significant hard currency

earners.

Producer Price Reform

Since 1980 the price authorities have been experi-
menting with a new mechanism for determining
wholesale prices in order to sensitize enterprises better
to the true costs of inputs and to the world market
value of their products. They have replaced the old
method of determining industrial prices based on
production costs with a system that links domestic
prices to world markets via a complex network of
exchange-rate conversions and various tax and subsi-
dy adjustments. Beginning this year, Budapest is
further refining the system—which many Hungarian
economists believe is too complicated to be effective.
A “club of elite enterprises” has been given unprece-
dented freedom to set their own prices, the only
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constraint being that their domestic prices cannot
exceed the equivalent forint price of similar products
imported for hard currency. Members of the club
represent the star performers in manufacturing in
that they must be major exporters operating at a
profit whose products are subject to “adequate” com-
petition in domestic markets. The government expects
that 60 to 80 enterprises will convert to these new
pricing procedures by the end of this year. If success-
ful, the program will be gradually implemented
throughout the economy. ‘

Wage Regulations Linked to Profitability

The Hungarians have likewise been experimenting
with various programs to increase labor productivity
and encourage labor mobility between enterprises.
Measures introduced in 1983 and continued this year
raise the relative cost of labor (by requiring enter-
prises to pay a higher social security contribution per
worker) and offer tax breaks for personnel reduction.
These provisions are expected to persuade managers
to reduce redundant labor and to incorporate more
efficient technology into the production process. The
basic wage system also has been modified to encour-
age greater wage differentiation in industry and to
reward employees who do outstanding work.
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